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$90,000 each to solely A and C. UTP’s ad-
justed basis in its LTP interest following the 
sale of the B stock is $480,000. 

(v) With respect to B’s interest in UTP, if 
B’s share of the gain allocated to UTP and 
then to B were to increase the basis of B’s in-
terest in UTP, B would have a UTP partner-
ship interest with an adjusted basis of 
$190,000 ($100,000 + $90,000) and a value of 
$100,000, so that B would recognize a loss of 
$90,000 if B sold its interest in UTP imme-
diately after LTP’s disposition of the B 
stock. It would be inappropriate for B to rec-
ognize a taxable loss of $90,000 upon a dis-
position of its interest in UTP because B 
would not incur an economic loss in the 
transaction, and B did not recognize a tax-
able gain upon LTP’s disposition of the B 
stock that appropriately would be offset by a 
taxable loss on the disposition of its interest 
in UTP. Accordingly, increasing B’s basis in 
its UTP interest by the gain allocated to B 
from the sale of the B stock is not consistent 
with the purpose of this section. (Conversely, 
because A and C were allocated taxable gain 
on the disposition of the B stock that is a re-
sult of LTP not having a section 754 election 
in effect, it would be appropriate for A and C 
to recognize an offsetting taxable loss on the 
disposition of A’s and C’s interests in UTP. 
Accordingly, it would be appropriate to in-
crease A’s and C’s bases in their respective 
interests in UTP by the amount of gain rec-
ognized by A and C.) 

(vi) The appropriate basis adjustment for 
B’s interest in UTP upon the disposition of 
the B stock by LTP can be determined as the 
amount of gain that B would have recognized 
(in the absence of section 1032) upon the sale 
by LTP of the B stock if the portion of the 
gain allocated to UTP that is subsequently 
allocated to B were determined as if LTP had 
made an election under section 754 for the 
taxable year in which UTP acquired its in-
terest in LTP. If a section 754 election had 
been in effect for LTP for the year in which 
UTP acquired its interest in LTP, then with 
respect to B, the following would occur. UTP 
would be entitled to a basis adjustment 
under section 743(b) in the property of LTP 
of $90,000 with respect to B. The entire basis 
adjustment would be allocated to LTP’s only 
asset, its B stock. The amount of LTP’s gain 
from the sale of the B stock (before consid-
ering section 743(b)) would be $810,000. UTP’s 
share of this gain, $270,000, would be offset, 
in part, by the $90,000 basis adjustment under 
section 743(b), so that UTP would recognize 
gain equal to $180,000. The $90,000 basis ad-
justment would completely offset the gain 
that otherwise would be allocated to B. 

(vii) If no gain were allocated to B so that 
the basis of B’s interest in UTP was not in-
creased, the total basis of B’s interest would 
equal $100,000. This would conform to B’s 
share of UTP’s basis in the LTP interest 
(($480,000¥$180,000 (i.e., A’s and C’s share of 

the basis that should offset taxable gain rec-
ognized as a result of LTP’s failure to have 
a section 754 election))×1/3=$100,000) as well 
as B’s indirect share of the cash held by LTP 
((1/3×1/3)×$900,000=$100,000). Such a basis ad-
justment does not create the opportunity for 
the recognition of an inappropriate loss by B 
on a subsequent disposition of B’s interest in 
UTP and is consistent with the purpose of 
this section. Accordingly, under this para-
graph (c), of the $90,000 gain allocated to B, 
none will apply to increase the adjusted 
basis of B in UTP under section 705(a)(1). B’s 
adjusted basis in its UTP interest following 
the sale of the B stock is $100,000. 

(viii) Immediately after LTP’s disposition 
of the B stock, UTP sells its interest in LTP 
for $300,000. UTP’s adjusted basis in its LTP 
interest is $480,000, $180,000 of which must be 
allocated $90,000 each to A and C. Accord-
ingly, upon UTP’s sale of its interest in LTP, 
UTP realizes $180,000 of loss, and A and C in 
turn each realize $90,000 of loss.

(d) Positions in Stock. For purposes of 
this section, stock includes any posi-
tion in stock to which section 1032 ap-
plies. 

(e) Effective date. This section applies 
to gain or loss allocated with respect 
to sales or exchanges of stock occur-
ring after December 6, 1999, except that 
paragraph (d) of this section is applica-
ble with respect to sales or exchanges 
of stock occurring on or after March 29, 
2002, and the fourth sentence of para-
graph (a), paragraph (b)(2), and the 
third sentence of paragraph (c)(1) of 
this section are applicable with respect 
to sales or exchanges of stock occur-
ring on or after March 18, 2003. 

[T.D. 8986, 67 FR 15114, Mar. 29, 2002, as 
amended by T.D. 9049, 68 FR 12816, Mar. 18, 
2003]

§ 1.706–1 Taxable years of partner and 
partnership. 

(a) Year in which partnership income is 
includible. (1) In computing taxable in-
come for a taxable year, a partner is 
required to include the partner’s dis-
tributive share of partnership items set 
forth in section 702 and the regulations 
thereunder for any partnership taxable 
year ending within or with the part-
ner’s taxable year. A partner must also 
include in taxable income for a taxable 
year guaranteed payments under sec-
tion 707(c) that are deductible by the 
partnership under its method of ac-
counting in the partnership taxable 
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year ending within or with the part-
ner’s taxable year. 

(2) The rules of this paragraph (a)(1) 
may be illustrated by the following ex-
ample:

Example. Partner A reports income using a 
calendar year, while the partnership of 
which A is a member reports its income 
using a fiscal year ending May 31. The part-
nership reports its income and deductions 
under the cash method of accounting. During 
the partnership taxable year ending May 31, 
2002, the partnership makes guaranteed pay-
ments of $120,000 to A for services and for the 
use of capital. Of this amount, $70,000 was 
paid to A between June 1 and December 31, 
2001, and the remaining $50,000 was paid to A 
between January 1 and May 31, 2002. The en-
tire $120,000 paid to A is includible in A’s tax-
able income for the calendar year 2002 (to-
gether with A’s distributive share of partner-
ship items set forth in section 702 for the 
partnership taxable year ending May 31, 
2002).

(3) If a partner receives distributions 
under section 731 or sells or exchanges 
all or part of a partnership interest, 
any gain or loss arising therefrom does 
not constitute partnership income. 

(b) Taxable year—(1) Partnership treat-
ed as a taxpayer. The taxable year of a 
partnership must be determined as 
though the partnership were a tax-
payer. 

(2) Partnership’s taxable year—(i) Re-
quired taxable year. Except as provided 
in paragraph (b)(2)(ii) of this section, 
the taxable year of a partnership must 
be— 

(A) The majority interest taxable 
year, as defined in section 706(b)(4); 

(B) If there is no majority interest 
taxable year, the taxable year of all of 
the principal partners of the partner-
ship, as defined in 706(b)(3) (the prin-
cipal partners’ taxable year); or 

(C) If there is no majority interest 
taxable year or principal partners’ tax-
able year, the taxable year that pro-
duces the least aggregate deferral of 
income as determined under paragraph 
(b)(3) of this section. 

(ii) Exceptions. A partnership may 
have a taxable year other than its re-
quired taxable year if it makes an elec-
tion under section 444, elects to use a 
52–53-week taxable year that ends with 
reference to its required taxable year 
or a taxable year elected under section 
444, or establishes a business purpose 

for such taxable year and obtains ap-
proval of the Commissioner under sec-
tion 442. 

(3) Least aggregate deferral—(i) Tax-
able year that results in the least aggre-
gate deferral of income. The taxable year 
that results in the least aggregate de-
ferral of income will be the taxable 
year of one or more of the partners in 
the partnership which will result in the 
least aggregate deferral of income to 
the partners. The aggregate deferral 
for a particular year is equal to the 
sum of the products determined by 
multiplying the month(s) of deferral 
for each partner that would be gen-
erated by that year and each partner’s 
interest in partnership profits for that 
year. The partner’s taxable year that 
produces the lowest sum when com-
pared to the other partner’s taxable 
years is the taxable year that results 
in the least aggregate deferral of in-
come to the partners. If the calculation 
results in more than one taxable year 
qualifying as the taxable year with the 
least aggregate deferral, the partner-
ship may select any one of those tax-
able years as its taxable year. However, 
if one of the qualifying taxable years is 
also the partnership’s existing taxable 
year, the partnership must maintain 
its existing taxable year. The deter-
mination of the taxable year that re-
sults in the least aggregate deferral of 
income generally must be made as of 
the beginning of the partnership’s cur-
rent taxable year. The director, how-
ever, may determine that the first day 
of the current taxable year is not the 
appropriate testing day and require the 
use of some other day or period that 
will more accurately reflect the owner-
ship of the partnership and thereby the 
actual aggregate deferral to the part-
ners where the partners engage in a 
transaction that has as its principal 
purpose the avoidance of the principles 
of this section. Thus, for example the 
preceding sentence would apply where 
there is a transfer of an interest in the 
partnership that results in a temporary 
transfer of that interest principally for 
purposes of qualifying for a specific 
taxable year under the principles of 
this section. For purposes of this sec-
tion, deferral to each partner is meas-
ured in terms of months from the end 
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of the partnership’s taxable year for-
ward to the end of the partner’s tax-
able year. 

(ii) Determination of the taxable year of 
a partner or partnership that uses a 52–
53-week taxable year. For purposes of 
the calculation described in paragraph 
(b)(3)(i) of this section, the taxable 
year of a partner or partnership that 
uses a 52–53-week taxable year must be 
the same year determined under the 
rules of section 441(f) and the regula-
tions thereunder with respect to the in-
clusion of income by the partner or 
partnership. 

(iii) Special de minimis rule. If the tax-
able year that results in the least ag-
gregate deferral produces an aggregate 
deferral that is less than .5 when com-
pared to the aggregate deferral of the 

current taxable year, the partnership’s 
current taxable year will be treated as 
the taxable year with the least aggre-
gate deferral. Thus, the partnership 
will not be permitted to change its tax-
able year. 

(iv) Examples. The principles of this 
section may be illustrated by the fol-
lowing examples:

Example 1. Partnership P is on a fiscal year 
ending June 30. Partner A reports income on 
the fiscal year ending June 30 and Partner B 
reports income on the fiscal year ending 
July 31. A and B each have a 50 percent inter-
est in partnership profits. For its taxable 
year beginning July 1, 1987, the partnership 
will be required to retain its taxable year 
since the fiscal year ending June 30 results 
in the least aggregate deferral of income to 
the partners. This determination is made as 
follows:

Test 6/30 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 6/30 

year end 

Interest×
deferral 

Partner A ........................................................................... 6/30 .5 0 0
Partner B ........................................................................... 7/31 .5 1 .5

Aggregate deferral ..................................................... ........................ .......................... ........................ .5

Test 7/31 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 7/31 

year end 

Interest×
deferral 

Partner A ........................................................................... 6/30 .5 11 5.5
Partner B ........................................................................... 7/31 .5 0 0

Aggregate deferral ..................................................... ........................ .......................... ........................ 5.5

Example 2. The facts are the same as in Ex-
ample 1 except that A reports income on the 
calendar year and B reports on the fiscal 
year ending November 30. For the partner-
ship’s taxable year beginning July 1, 1987, 

the partnership is required to change its tax-
able year to a fiscal year ending November 30 
because such year results in the least aggre-
gate deferral of income to the partners. This 
determination is made as follows:

Test 12/31 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 12/31 

year end 

Interest×
deferral 

Partner A ........................................................................... 12/31 .5 0 0
Partner B ........................................................................... 11/30 .5 11 5.5

Aggregate deferral ..................................................... ........................ .......................... ........................ 5.5

Test 11/30 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 11/30 

year end 

Interest×
deferral 

Partner A ........................................................................... 12/31 .5 1 .5
Partner B ........................................................................... 11/30 .5 0 0

Aggregate deferral ..................................................... ........................ .......................... ........................ .5

Example 3. The facts are the same as in Ex-
ample 2 except that B reports income on the 

fiscal year ending June 30. For the partner-
ship’s taxable year beginning July 1, 1987, 
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each partner’s taxable year will result in 
identical aggregate deferral of income. If the 
partnership’s current taxable year was nei-
ther a fiscal year ending June 30 nor the cal-
endar year, the partnership would select ei-
ther the fiscal year ending June 30 or the 

calendar year as its taxable year. However, 
since the partnership’s current taxable year 
ends June 30, it must retain its current tax-
able year. The determination is made as fol-
lows:

Test 12/31 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 12/31 

year end 

Interest×
deferral 

Partner A ........................................................................... 12/31 .5 0 0
Partner B ........................................................................... 6/30 .5 6 3.0

Aggregate deferral ..................................................... ........................ .......................... ........................ 3.0

Test 6/30 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 6/30 

year end 

Interest×
deferral 

Partner A ........................................................................... 12/31 .5 6 3.0
Partner B ........................................................................... 6/30 .5 0 0

Aggregate deferral ..................................................... ........................ .......................... ........................ 3.0

Example 4. The facts are the same as in Ex-
ample 1 except that on December 31, 1987, 
partner A sells a 4 percent interest in the 
partnership to Partner C, who reports in-
come on the fiscal year ending June 30, and 
a 40 percent interest in the partnership to 
Partner D, who also reports income on the 
fiscal year ending June 30. The taxable year 
beginning July 1, 1987, is unaffected by the 
sale. However, for the taxable year beginning 
July 31, 1988, the partnership must determine 
the taxable year resulting in the least aggre-
gate deferral as of July 1, 1988. In this case, 
the partnership will be required to retain its 

taxable year since the fiscal year ending 
June 30 continues to be the taxable year that 
results in the least aggregate deferral of in-
come to the partners.

Example 5. The facts are the same as in Ex-
ample 4 except that Partner D reports income 
on the fiscal year ending April 30. As in Ex-
ample 4, the taxable year during which the 
sale took place is unaffected by the shifts in 
interests. However, for its taxable year be-
ginning July 1, 1988, the partnership will be 
required to change its taxable year to the 
fiscal year ending April 30. This determina-
tion is made as follows:

Test 7/31 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 7/31 

year end 

Interest×
deferral 

Partner A ........................................................................... 6/30 .06 11 .66
Partner B ........................................................................... 7/31 .5 0 0
Partner C ........................................................................... 6/30 .04 11 .44
Partner D ........................................................................... 4/30 .4 9 3.60

Aggregate deferral ..................................................... ........................ .......................... ........................ 4.70

Test 6/30 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 6/30 

year end 

Interest×
deferral 

Partner A ........................................................................... 6/30 .06 0 0
Partner B ........................................................................... 7/31 .5 1 .5
Partner C ........................................................................... 6/30 .04 0 0
Partner D ........................................................................... 4/30 .4 10 4.0

Aggregate deferral ..................................................... ........................ .......................... ........................ 4.5

Test 4/30 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 4/30 

year end 

Interest×
deferral 

Partner A ........................................................................... 6/30 .06 2 .12
Partner B ........................................................................... 7/31 .5 3 1.50
Partner C ........................................................................... 6/30 .04 2 .08
Partner D ........................................................................... 4/30 .4 0 0
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Test 4/30 Year end 
Interest in

partnership
profits 

Months of de-
ferral for 4/30 

year end 

Interest×
deferral 

Aggregate deferral ..................................................... ........................ .......................... ........................ 1.70

§ 1.706–1(b)(3) TEST 

Current taxable year (June 30) ............................................................................. 4.5
Less: Taxable year producing the least aggregate deferral (April 30) ................. 1.7

Additional aggregate deferral (greater than .5) ..................................................... 2.8

Example 6. (i) Partnership P has two part-
ners, A who reports income on the fiscal year 
ending March 31, and B who reports income 
on the fiscal year ending July 31. A and B 

share profits equally. P has determined its 
taxable year under paragraph (b)(3) of this 
section to be the fiscal year ending March 31 
as follows:

Test 3/31 Year end 
Interest in

partnership
profits 

Deferral for
3/31 year end 

Interest×
deferral 

Partner A ........................................................................... 3/31 .5 0 0
Partner B ........................................................................... 7/31 .5 4 2

Aggregate deferral ..................................................... ........................ .......................... ........................ 2

Test 7/31 Year end 
Interest in

partnership
profits 

Deferral for
7/31 year end 

Interest×
deferral 

Partner A ........................................................................... 3/31 .5 8 4
Partner B ........................................................................... 7/31 .5 0 0

Aggregate deferral ..................................................... ........................ .......................... ........................ 4

(ii) In May 1988, Partner A sells a 45 per-
cent interest in the partnership to C, who re-
ports income on the fiscal year ending April 
30. For the taxable period beginning April 1, 
1989, the fiscal year ending April 30 is the 
taxable year that produces the least aggre-

gate deferral of income to the partners. How-
ever, under paragraph (b)(3)(iii) of this sec-
tion the partnership is required to retain its 
fiscal year ending March 31. This determina-
tion is made as follows:

Test 3/31 Year end 
Interest in

partnership
profits 

Deferral for
3/31 year end 

Interest×
deferral 

Partner A ........................................................................... 3/31 .05 0 0
Partner B ........................................................................... 7/31 .5 4 2.0
Partner C ........................................................................... 4/30 .45 1 .45

Aggregate deferral ..................................................... ........................ .......................... ........................ 2.45

Test 7/31 Year end 
Interest in

partnership
profits 

Deferral for
7/31 year end 

Interest×
deferral 

Partner A ........................................................................... 3/31 .05 8 .40
Partner B ........................................................................... 7/31 .5 0 0
Partner C ........................................................................... 4/30 .45 9 4.05

Aggregate deferral ..................................................... ........................ .......................... ........................ 4.45

Test 4/30 Year end 
Interest in

partnership
profits 

Deferral for
4/30 year end 

Interest×
deferral 

Partner A ........................................................................... 3/31 .05 11 .55
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Test 4/30 Year end 
Interest in

partnership
profits 

Deferral for
4/30 year end 

Interest×
deferral 

Partner B ........................................................................... 7/31 .5 3 1.50
Partner C ........................................................................... 4/30 .45 0 0

Aggregate deferral ..................................................... ........................ .......................... ........................ 2.05

§ 1.706–1(B)(3) TEST 

Current taxable year (3/31) ................................................................................... 2.45
Less: Taxable year producing the least aggregate deferral (4/30) ....................... 2.05

Additional aggregate deferral (less than .5) .......................................................... .40

(4) Measurement of partner’s profits 
and capital interest— 

(i) In general. The rules of this para-
graph (b)(4) apply in determining the 
majority interest taxable year, the 
principal partners’ taxable year, and 
the least aggregate deferral taxable 
year. 

(ii) Profits interest—(A) In general. For 
purposes of section 706(b), a partner’s 
interest in partnership profits is gen-
erally the partner’s percentage share of 
partnership profits for the current 
partnership taxable year. If the part-
nership does not expect to have net in-
come for the current partnership tax-
able year, then a partner’s interest in 
partnership profits instead must be the 
partner’s percentage share of partner-
ship net income for the first taxable 
year in which the partnership expects 
to have net income. 

(B) Percentage share of partnership net 
income. The partner’s percentage share 
of partnership net income for a part-
nership taxable year is the ratio of: the 
partner’s distributive share of partner-
ship net income for the taxable year, to 
the partnership’s net income for the 
year. If a partner’s percentage share of 
partnership net income for the taxable 
year depends on the amount or nature 
of partnership income for that year 
(due to, for example, preferred returns 
or special allocations of specific part-
nership items), then the partnership 
must make a reasonable estimate of 
the amount and nature of its income 
for the taxable year. This estimate 
must be based on all facts and cir-
cumstances known to the partnership 
as of the first day of the current part-
nership taxable year. The partnership 

must then use this estimate in deter-
mining the partners’ interests in part-
nership profits for the taxable year. 

(C) Distributive share. For purposes of 
this paragraph (b)(4)(ii), a partner’s dis-
tributive share of partnership net in-
come is determined by taking into ac-
count all rules and regulations affect-
ing that determination, including, 
without limitation, sections 704(b), (c), 
and (e), 736, and 743. 

(iii) Capital interest. Generally, a 
partner’s interest in partnership cap-
ital is determined by reference to the 
assets of the partnership that the part-
ner would be entitled to upon with-
drawal from the partnership or upon 
liquidation of the partnership. If the 
partnership maintains capital accounts 
in accordance with § 1.704–1(b)(2)(iv), 
then for purposes of section 706(b), the 
partnership may assume that a part-
ner’s interest in partnership capital is 
the ratio of the partner’s capital ac-
count to all partners’ capital accounts 
as of the first day of the partnership 
taxable year. 

(5) Taxable year of a partnership with 
tax-exempt partners—(i) Certain tax-ex-
empt partners disregarded. In deter-
mining the taxable year (the current 
year) of a partnership under section 
706(b) and the regulations thereunder, a 
partner that is tax-exempt under sec-
tion 501(a) shall be disregarded if such 
partner was not subject to tax, under 
chapter 1 of the Internal Revenue Code, 
on any income attributable to its in-
vestment in the partnership during the 
partnership’s taxable year immediately 
preceding the current year. However, if 
a partner that is tax-exempt under sec-
tion 501(a) was not a partner during the 
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partnership’s immediately preceding 
taxable year, such partner will be dis-
regarded for the current year if the 
partnership reasonably believes that 
the partner will not be subject to tax, 
under chapter 1 of the Internal Rev-
enue Code, on any income attributable 
to such partner’s investment in the 
partnership during the current year. 

(ii) Example. The provisions of para-
graph (b)(5)(i) of this section may be il-
lustrated by the following example:

Example. Assume that partnership A has 
historically used the calendar year as its 
taxable year. In addition, assume that A is 
owned by 5 partners, 4 calendar year individ-
uals (each owning 10 percent of A’s profits 
and capital) and a tax-exempt organization 
(owning 60 percent of A’s profits and capital). 
The tax-exempt organization has never had 
unrelated business taxable income with re-
spect to A and has historically used a June 
30 fiscal year. Finally, assume that A desires 
to retain the calendar year for its taxable 
year beginning January 1, 2003. Under these 
facts and but for the special rule in para-
graph (b)(5)(i) of this section, A would be re-
quired under section 706(b)(1)(B)(i) to change 
to a year ending June 30, for its taxable year 
beginning January 1, 2003. However, under 
the special rule provided in paragraph 
(b)(5)(i) of this section the partner that is 
tax-exempt is disregarded, and A must retain 
the calendar year, under section 
706(b)(1)(B)(i), for its taxable year beginning 
January 1.

(iii) Effective date. The provisions of 
this paragraph (b)(5) are applicable for 
taxable years beginning on or after 
July 23, 2002. For taxable years begin-
ning before July 23, 2002, see § 1.706–3T 
as contained in 26 CFR part 1 revised 
April 1, 2002. 

(6) Certain foreign partners dis-
regarded—(i) Interests of disregarded for-
eign partners not taken into account. In 
determining the taxable year (the cur-
rent taxable year) of a partnership 
under section 706(b) and the regula-
tions thereunder, any interest held by 
a disregarded foreign partner is not 
taken into account. A foreign partner 
is a disregarded foreign partner unless 
such partner is allocated any gross in-
come of the partnership that was effec-
tively connected (or treated as effec-
tively connected) with the conduct of a 
trade or business within the United 
States during the partnership’s taxable 
year immediately preceding the cur-
rent taxable year (or, if such partner 

was not a partner during the partner-
ship’s immediately preceding taxable 
year, the partnership reasonably be-
lieves that the partner will be allo-
cated any such income during the cur-
rent taxable year) and taxation of that 
income is not otherwise precluded 
under any U.S. income tax treaty. 

(ii) Definition of foreign partner. For 
purposes of this paragraph (b)(6), a for-
eign partner is any partner that is not 
a U.S. person (as defined in section 
7701(a)(30)), except that a partner that 
is a controlled foreign corporation (as 
defined in section 957(a)) or a foreign 
personal holding company (as defined 
in section 552) shall not be treated as a 
foreign partner. 

(iii) Minority interest rule. If each 
partner that is not a disregarded for-
eign partner under paragraph (b)(6)(i) 
of this section (regarded partner) holds 
less than a 10-percent interest, and the 
regarded partners, in the aggregate, 
hold less than a 20-percent interest in 
the capital or profits of the partner-
ship, then paragraph (b)(6)(i) of this 
section does not apply. In determining 
ownership in a partnership for purposes 
of this paragraph (b)(6)(iii), each re-
garded partner is treated as owning 
any interest in the partnership owned 
by a related partner. For this purpose, 
partners are treated as related if they 
are related within the meaning of sec-
tions 267(b) or 707(b) (using the lan-
guage ‘‘10 percent’’ instead of ‘‘50 per-
cent’’ each place it appears). However, 
for purposes of determining if partners 
hold less than a 20-percent interest in 
the aggregate, the same interests will 
not be considered as being owned by 
more than one regarded partner. 

(iv) Example. The provisions of para-
graph (b)(6) of this section may be il-
lustrated by the following example:

Example. Partnership B is owned by two 
partners, F, a foreign corporation that owns 
a 95-percent interest in the capital and prof-
its of partnership B, and D, a domestic cor-
poration that owns the remaining 5-percent 
interest in the capital and profits of partner-
ship B. Partnership B is not engaged in the 
conduct of a trade or business within the 
United States, and, accordingly, partnership 
B does not earn any income that is effec-
tively connected with a U.S. trade or busi-
ness. F uses a March 31 fiscal year, and 
causes partnership B to maintain its books 
and records on a March 31 fiscal year as well. 
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D is a calendar year taxpayer. Under para-
graph (b)(6)(i) of this section, F would be dis-
regarded and partnership B’s taxable year 
would be determined by reference to D. How-
ever, because D owns less than a 10-percent 
interest in the capital and profits of partner-
ship B, the minority interest rule of para-
graph (b)(6)(iii) of this section applies, and 
partnership B must adopt the March 31 fiscal 
year for Federal tax purposes.

(v) Effective date—(A) Generally. The 
provisions of this paragraph (b)(6) are 
applicable for the first taxable year of 
a partnership other than an existing 
partnership that begins on or after 
July 23, 2002. For this purpose, an exist-
ing partnership is a partnership that 
was formed prior to September 23, 2002. 

(B) Voluntary change in taxable year. 
An existing partnership may change its 
taxable year to a year determined in 
accordance with this section. An exist-
ing partnership that makes such a 
change will cease to be exempted from 
the requirements of paragraph (b)(6) of 
this section. 

(C) Subsequent sale or exchange of in-
terests. If an existing partnership termi-
nates under section 708(b)(1)(B), the re-
sulting partnership is not an existing 
partnership for purposes of paragraph 
(b)(6)(v)(A) of this section. 

(D) Transition rule. If, in the first tax-
able year beginning on or after July 23, 
2002, an existing partnership volun-
tarily changes its taxable year to a 
year determined in accordance with 
this paragraph (b)(6), then the partners 
of that partnership may apply the pro-
visions of § 1.702–3T to take into ac-
count all items of income, gain, loss, 
deduction, and credit attributable to 
the partnership year of change ratably 
over a four-year period. 

(7) Adoption of taxable year. A newly-
formed partnership may adopt, in ac-
cordance with § 1.441–1(c), its required 
taxable year, a taxable year elected 
under section 444, or a 52–53-week tax-
able year ending with reference to its 
required taxable year or a taxable year 
elected under section 444 without se-
curing the approval of the Commis-
sioner. If a newly-formed partnership 
wants to adopt any other taxable year, 
it must establish a business purpose 
and secure the approval of the Commis-
sioner under section 442. 

(8) Change in taxable year—(i) Partner-
ships-(A) Approval required. An existing 

partnership may change its taxable 
year only by securing the approval of 
the Commissioner under section 442 or 
making an election under section 444. 
However, a partnership may obtain 
automatic approval for certain 
changes, including a change to its re-
quired taxable year, pursuant to ad-
ministrative procedures published by 
the Commissioner. 

(B) Short period tax return. A partner-
ship that changes its taxable year must 
make its return for a short period in 
accordance with section 443, but must 
not annualize the partnership taxable 
income. 

(C) Change in required taxable year. If 
a partnership is required to change to 
its majority interest taxable year, then 
no further change in the partnership’s 
required taxable year is required for ei-
ther of the two years following the 
year of the change. This limitation 
against a second change within a three-
year period applies only if the first 
change was to the majority interest 
taxable year and does not apply fol-
lowing a change in the partnership’s 
taxable year to the principal partners’ 
taxable year or the least aggregate de-
ferral taxable year. 

(ii) Partners. Except as otherwise pro-
vided in the Internal Revenue Code or 
the regulations thereunder (e.g., sec-
tion 859 regarding real estate invest-
ment trusts or § 1.442–2(c) regarding a 
subsidiary changing to its consolidated 
parent’s taxable year), a partner may 
not change its taxable year without se-
curing the approval of the Commis-
sioner under section 442. However, cer-
tain partners may be eligible to obtain 
automatic approval to change their 
taxable years pursuant to the regula-
tions or administrative procedures pub-
lished by the Commissioner. A partner 
that changes its taxable year must 
make its return for a short period in 
accordance with section 443. 

(9) Retention of taxable year. In cer-
tain cases, a partnership will be re-
quired to change its taxable year un-
less it obtains the approval of the Com-
missioner under section 442, or makes 
an election under section 444, to retain 
its current taxable year. For example, 
a partnership using a taxable year that 
corresponds to its required taxable 
year must obtain the approval of the 
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Commissioner to retain such taxable 
year if its required taxable year 
changes as a result of a change in own-
ership, unless the partnership pre-
viously obtained approval for its cur-
rent taxable year or, if appropriate, 
makes an election under section 444. 

(10) Procedures for obtaining approval 
or making a section 444 election. See 
§ 1.442–1(b) for procedures to obtain the 
approval of the Commissioner (auto-
matically or otherwise) to adopt, 
change, or retain a taxable year. See 
§§ 1.444–1T and 1.444–2T for qualifica-
tions, and § 1.444–3T for procedures, for 
making an election under section 444. 

(11) Effect of partner elections under 
section 444—(i) Election taken into ac-
count. For purposes of section 
706(b)(1)(B), any section 444 election by 
a partner in a partnership shall be 
taken into account in determining the 
taxable year of the partnership. See 
§ 1.7519–1T(d), Example (4). 

(ii) Effective date. The provisions of 
this paragraph (b)(11) are applicable for 
taxable years beginning on or after 
July 23, 2002. For taxable years begin-
ning before July 23, 2002, see § 1.706–3T 
as contained in 26 CFR part 1 revised 
April 1, 2002. 

(c) Closing of partnership year—(1) 
General rule. Section 706(c) and this 
paragraph provide rules governing the 
closing of partnership years. The clos-
ing of a partnership taxable year or a 
termination of a partnership for Fed-
eral income tax purposes is not nec-
essarily governed by the ‘‘dissolution’’, 
‘‘liquidation’’, etc., of a partnership 
under State or local law. The taxable 
year of a partnership shall not close as 
the result of the death of a partner, the 
entry of a new partner, the liquidation 
of a partner’s entire interest in the 
partnership (as defined in section 
761(d)), or the sale or exchange of a 
partner’s interest in the partnership, 
except in the case of a termination of a 
partnership and except as provided in 
subparagraph (2) of this paragraph. In 
the case of termination, the partner-
ship taxable year closes for all partners 
as of the date of termination. See sec-
tion 708(b) and paragraph (b) of § 1.708–
1. 

(2) Partner who retires or sells interest 
in partnership—(i) Disposition of entire 
interest. A partnership taxable year 

shall close with respect to a partner 
who sells or exchanges his entire inter-
est in a partnership, and with respect 
to a partner whose entire interest is 
liquidated. However, a partnership tax-
able year with respect to a partner who 
dies shall not close prior to the end of 
such partnership taxable year, or the 
time when such partner’s interest (held 
by his estate or other successor) is liq-
uidated or sold or exchanged, which-
ever is earlier. See subparagraph (3) of 
this paragraph. 

(ii) Inclusions in taxable income. In the 
case of a sale, exchange, or liquidation 
of a partner’s entire interest in a part-
nership, the partner shall include in his 
taxable income for his taxable year 
within or with which his membership 
in the partnership ends, his distribu-
tive share of items described in section 
702(a), and any guaranteed payments 
under section 707(c), for his partnership 
taxable year ending with the date of 
such sale, exchange, or liquidation. In 
order to avoid an interim closing of the 
partnership books, such partner’s dis-
tributive share of items described in 
section 702(a) may, by agreement 
among the partners, be estimated by 
taking his pro rata part of the amount 
of such items he would have included 
in his taxable income had he remained 
a partner until the end of the partner-
ship taxable year. The proration may 
be based on the portion of the taxable 
year that has elapsed prior to the sale, 
exchange, or liquidation, or may be de-
termined under any other method that 
is reasonable. Any partner who is the 
transferee of such partner’s interest 
shall include in his taxable income, as 
his distributive share of items de-
scribed in section 702(a) with respect to 
the acquired interest, the pro rata part 
(determined by the method used by the 
transferor partner) of the amount of 
such items he would have included had 
he been a partner from the beginning of 
the taxable year of the partnership. 
The application of this subdivision may 
be illustrated by the following exam-
ple:

Example. Assume that a partner selling his 
partnership interest on June 30, 1955, has an 
adjusted basis for his interest of $5,000 on 
that date; that his pro rata share of partner-
ship income up to June 30 is $15,000; and that 
he sells his interest for $20,000. Under the 
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provisions of section 706(c)(2), the partner-
ship year with respect to him closes at the 
time of the sale. The $15,000 is includible in 
his income as his distributive share and, 
under section 705, it increases the basis of his 
partnership interest to $20,000, which is also 
the selling price of his interest. Therefore, 
no gain is realized on the sale of his partner-
ship interest. The purchaser of this partner-
ship interest shall include in his income as 
his distributive share his pro rata part of 
partnership income for the remainder of the 
partnership taxable year.

(3) Partner who dies. (i) When a part-
ner dies, the partnership taxable year 
shall not close with respect to such 
partner prior to the end of the partner-
ship taxable year. The partnership tax-
able year shall continue both for the 
remaining partners and the decedent 
partner. Where the death of a partner 
results in the termination of the part-
nership, the partnership taxable year 
shall close for all partners on the date 
of such termination under section 
708(b)(1)(A). See also paragraph 
(b)(1)(i)(b) of § 1.708–1 for the continu-
ation of a 2-member partnership under 
certain circumstances after the death 
of a partner. However, if the decedent 
partner’s estate or other successor sells 
or exchanges its entire interest in the 
partnership, or if its entire interest is 
liquidated, the partnership taxable 
year with respect to the estate or other 
successor in interest shall close on the 
date of such sale or exchange, or the 
date of completion of the liquidation. 

(ii) The last return of a decedent 
partner shall include only his share of 
partnership taxable income for any 
partnership taxable year or years end-
ing within or with the last taxable year 
for such decedent partner (i. e., the 
year ending with the date of his death). 
The distributive share of partnership 
taxable income for a partnership tax-
able year ending after the decedent’s 
last taxable year is includible in the re-
turn of his estate or other successor in 
interest. If the estate or other suc-
cessor in interest of a partner con-
tinues to share in the profits or losses 
of the partnership business, the 
distributives share thereof is includible 
in the taxable year of the estate or 
other successor in interest within or 
with which the taxable year of the 
partnership ends. See also paragraph 
(a)(1)(ii) of § 1.736–1. Where the estate or 

other successor in interest receives dis-
tributions, any gain or loss on such dis-
tributions is includible in its gross in-
come for its taxable year in which the 
distribution is made. 

(iii) If a partner (or a retiring part-
ner), in accordance with the terms of 
the partnership agreement, designates 
a person to succeed to his interest in 
the partnership after his death, such 
designated person shall be regarded as 
a successor in interest of the deceased 
for purposes of this chapter. Thus, 
where a partner designates his widow 
as the successor in interest, her dis-
tributive share of income for the tax-
able year of the partnership ending 
within or with her taxable year may be 
included in a joint return in accord-
ance with the provisions of sections 2 
and 6013(a) (2) and (3). 

(iv) If, under the terms of an agree-
ment existing at the date of death of a 
partner, a sale or exchange of the dece-
dent partner’s interest in the partner-
ship occurs upon that date, then the 
taxable year of the partnership with re-
spect to such decedent partner shall 
close upon the date of death. See sec-
tion 706(c)(2)(A)(i). The sale or ex-
change of a partnership interest does 
not, for the purpose of this rule, in-
clude any transfer of a partnership in-
terest which occurs at death as a result 
of inheritance or any testamentary dis-
position. 

(v) To the extent that any part of a 
distributive share of partnership in-
come of the estate or other successor 
in interest of a deceased partner is at-
tributable to the decedent for the pe-
riod ending with the date of his death, 
such part of the distributive share is 
income in respect of the decedent 
under section 691. See section 691 and 
the regulations thereunder. 

(vi) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. B has a taxable year ending De-
cember 31 and is a member of partnership 
ABC, the taxable year of which ends on June 
30. B dies on October 31, 1955. His estate 
(which as a new taxpayer may, under section 
441 and the regulations thereunder, adopt 
any taxable year) adopts a taxable year end-
ing October 31. The return of the decedent 
for the period January 1 to October 31, 1955, 
will include only his distributive share of 
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taxable income of the partnership for its tax-
able year ending June 30, 1955. The distribu-
tive share of taxable income of the partner-
ship for its taxable year ending June 30, 1956, 
arising from the interest of the decedent, 
will be includible in the return of the estate 
for its taxable year ending October 31, 1956. 
That part of the distributive share attrib-
utable to the decedent for the period ending 
with the date of his death (July 1 through 
October 31, 1955) is income in respect of a de-
cedent under section 691.

Example 2. Assume the same facts as in ex-
ample 1 of this subdivision, except that, 
prior to B’s death, B and D had agreed that, 
upon B’s death, D would purchase B’s inter-
est for $10,000. When B dies on October 31, 
1955, the partnership taxable year beginning 
July 1, 1955, closes with respect to him. 
Therefore, the return for B’s last taxable 
year (January 1 to October 31, 1955) will in-
clude his distributive share of taxable in-
come of the partnership for its taxable year 
ending June 30, 1955, plus his distributive 
share of partnership taxable income for the 
period July 1 to October 31, 1955. See subdivi-
sion (iv) of this subparagraph.

Example 3. H is a member of a partnership 
having a taxable year ending December 31. 
Both H and his wife W are on a calendar year 
and file joint returns. H dies on March 31, 
1955. Administration of the estate is com-
pleted and the estate, including the partner-
ship interest, is distributed to W as legatee 
on November 30, 1955. Such distribution by 
the estate is not a sale or exchange of H’s 
partnership interest. No part of the taxable 
income of the partnership for the taxable 
year ending December 31, 1955, which is allo-
cable to H, will be included in H’s taxable in-
come for his last taxable year (January 1 
through March 31, 1955) or in the taxable in-
come of H’s estate for the taxable year April 
1 through November 30, 1955. The distributive 
share of partnership taxable income for the 
full calendar year that is allocable to H will 
be includible in the taxable income of W for 
her taxable year ending December 31, 1955, 
and she may file a joint return under sec-
tions 2 and 6013(a)(3). That part of the dis-
tributive share attributable to the decedent 
for the period ending with the date of his 
death (January 1 through March 31, 1955) is 
income in respect of a decedent under sec-
tion 691.

Example 4. M is a member of partnership 
JKM which operates on a calendar year. M 
and his wife S file joint returns for calendar 
years. In accordance with the partnership 
agreement, M designated S to succeed to his 
interest in the partnership upon his death. 
M, who had withdrawn $10,000 from the part-
nership before his death, dies on October 20, 
1955. S’s distributive share of income for the 

taxable year 1955 is $15,000 ($10,000 of which 
represents the amount withdrawn by M). S 
shall include $15,000 in her income, even 
though M received $10,000 of this amount be-
fore his death. S may file a joint return with 
M for the year 1955 under sections 2 and 
6013(a). That part of the $15,000 distributive 
share attributable to the decedent for the pe-
riod ending with the date of his death (Janu-
ary 1 through October 20, 1955) is income in 
respect of a decedent under section 691.

(4) Disposition of less than entire inter-
est. If a partner sells or exchanges a 
part of his interest in a partnership, or 
if the interest of a partner is reduced, 
the partnership taxable year shall con-
tinue to its normal end. In such case, 
the partner’s distributive share of 
items which he is required to include in 
his taxable income under the provi-
sions of section 702(a) shall be deter-
mined by taking into account his vary-
ing interests in the partnership during 
the partnership taxable year in which 
such sale, exchange, or reduction of in-
terest occurred. 

(5) Transfer of interest by gift. The 
transfer of a partnership interest by 
gift does not close the partnership tax-
able year with respect to the donor. 
However, the income up to the date of 
gift attributable to the donor’s interest 
shall be allocated to him under section 
704(e)(2). 

(d) Effective date. The rules of this 
section are applicable for taxable years 
ending on or after May 17, 2002, except 
for paragraph (c), which applies for tax-
able years beginning after December 31, 
1953. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7286, 
38 FR 26912, Sept. 27, 1973; T.D. 8123, 52 FR 
3623, Feb. 5, 1987; T.D. 8996, 67 FR 35020, May 
17, 2002; T.D. 9009, 67 FR 48019, July 23, 2002]

§ 1.706–2T Temporary regulations; 
question and answer under the Tax 
Reform Act of 1984. 

Question 1: For purposes of section 
706(d), how is an otherwise deductible 
amount that is deferred under section 
267(a)(2) treated? 

Answer 1: In the year the deduction is 
allowed, the deduction will constitute 
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